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ANNUAL STATEMENT FOR THE YEAR 2002 OF THE Priority Health

NOTES TO FINANCIAL STATEMENTS

1.  Organization and Significant Accounting Policies 

A.    Nature of Organization and Ownership

Priority Health (the Plan) is a nonprofit,  nontaxable health maintenance organization owned primarily by Spectrum Health (Spectrum, the 76% 
shareholder), Holland Community Hospital, Munson Healthcare and Healthshare, Inc. The Plan provides coverage for medical, hospital and other 
health  care services to  its  members,  who are located primarily within Michigan, through contracts executed with various health care providers.  
Priority  Health  offers  health  coverage  to  commercial  subscribers  as  a  standard  health  maintenance  organization  product  or  a  point-of-service  
product.

Priority Health is the 100% owner of Priority Health Government Programs, Inc, (PHGP) an HMO established effective October 1, 2002.  Priority 
Health is the sole owner and parent of this company and reflects the operations of this company in its own financial statements in accordance with 
prescribed  accounting  practices  and  procedures.   Priority  Health  Government  Programs,  Inc  currently has  over  22,000  Medicaid  and  MIChild  
members.

The  agreements  with  certain  participating  providers  call  for  reimbursement  at  various  capitated  rates  or  percentages  of  fees,  less  applicable  

member  copayments,  coinsurance  or  deductibles,  on  a  current  basis.  The  agreements  provide  for  contingent  reimbursement  to  participating  

providers based upon the results of operations within their defined risk pool. In the event the risk pool’s utilization of medical costs is less than 

budgeted  levels,  the  providers  may share  in  the  surplus,  as  defined  in  their  respective  agreements,  and  be eligible  for  the  return  of previously 

withheld fees.  In  addition,  the Plan provides for a quality incentive to  be paid to  certain providers contingent upon achieving specified quality 

goals. 

Priority  Health’s  statutory-basis  financial  statements  are  prepared  in  accordance  with  accounting  practices  prescribed  or  permitted  by  the  

Michigan Insurance Bureau. Currently, prescribed statutory accounting practices are interspersed throughout state insurance laws and regulations, 

the  NAIC’s  Accounting  Practices  and  Procedures  Manual  and  a  variety  of  other  NAIC publications.  Permitted  statutory accounting practices  

encompass all  accounting practices that  are not  prescribed;  such practices may differ  from state to  state,  may differ from company to company 

within a state and may change in the future.

The NAIC has  revised  the  Accounting  Practices  and  Procedures  Manual  in  a process referred to  as Codification.  The revised manual  became 

effective on January 1, 2001. Michigan has not yet adopted the provisions of the revised manual for Health Maintenance Organization (HMO) as 

of December 31, 2002. Codification will be transitioned into the reporting required by the State of Michigan Office of Insurance and Financial 

Services(OFIS) beginning January 1, 2003. HMOs including Priority Health will continue to follow previous statutory accounting practices and 

procedures  as  prescribed  and  permitted  by  the  regulating  authority.  The  revised  manual  will  change,  to  some  extent,  prescribed  statutory  

accounting  practices  and  will  result  in  changes  to  the  accounting  practices  that  Priority  Health  uses  to  prepare  its  statutory-basis  financial  

statements.  The cumulative effect  of changes in  accounting principles adopted to  conform to the revised Accounting Practices and Procedures 

Manual will be reported as an adjustment to surplus as of the first of the period upon its adoption. Management has determined that, although the 

implementation  of  Codification  will  have some negative  effect  on  Priority Health’s  statutory-basis  capital  and  surplus  upon  its  adoption.   The 

effects  include,  but  are  not  limited  to,  the  non  admission  of  pharmacy  rebates  receivables  and  the  limitation  on  admitted  EDP  equipment.  

However, the Plan will remain in compliance with all regulatory and contractual obligations.

B.    Use of Estimates
  
The  preparation  of  financial  statements  of  insurance  companies  requires  management  to  make  estimates  and  assumptions  that  affect  amounts  

reported  in  the  financial  statements  and  accompanying notes.  Such  estimates  and  assumptions  could  change in  the  future  as  more information  

becomes known, which could impact the amounts reported and disclosed herein.

C.    Accounting Policy
All short-term investments have been classified in accordance with National Association of Insurance Commissioners (NAIC) guidelines 1.

and are stated at amortized cost for financial statement disclosure.
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ANNUAL STATEMENT FOR THE YEAR 2002 OF THE Priority Health

NOTES TO FINANCIAL STATEMENTS

Investments consist of bonds that are carried at amortized cost. The cost of bonds is adjusted for amortization of premiums and discounts 2.
to  maturity  using  a  level-yield  method.  Realized  gains  and  losses  are  determined  using  the  specific  identification  method  and  are  

included in operations. The fair value of investments is determined based upon quoted market prices.

Common Stocks are Not Applicable3.
Preferred Stocks are Not Applicable4.
Mortgage loans are Not Applicable5.
Loan-backed securities as well as other asset-backed securities are held and are reported at their amortized cost.6.
The  Plan  uses  the  equity  method  to  account  for  investment  in  and  the  continuing  operations  of  the  wholly owned  subsidiary Priority  7.

Health Government Programs, Inc. as described in SSAP 46.  Here, SSAP No. 46 is used as guidance even though Codification is not 

yet effective in Michigan.

The Plan does not have minor ownership interests in joint ventures.8.
Derivatives are not held by the Plan and therefore this disclosure is Not Applicable.9.
and  11.   Under  traditional  arrangements,  health  care  costs  are  recognized  as  expenses  when  services  are  rendered  including,  based  on  10.

historical  data,  an  estimate  of  costs  incurred,  but  not  reported  at  the  balance sheet  date.  Under  capitation  arrangements,  health  care  

costs  are  recognized  when  accruable  under  the  providers’  respective  agreements.  Adjustments  to  previously rendered claims reserve 

estimates are reflected in the statement of operations in the period in which the estimates are revised. Such reserve adjustments consist 

of restatements of claims estimates and changes in margin associated with these estimates and could be material in the future. Given the 

nature  of  the  health  care  costs  and  provider  billing  requirements,  as  defined  by  the  participating  providers’  agreements,  amounts  

accrued at year-end are paid predominantly in the following year.

2.    Accounting Changes and Correction of Errors

A.  Material Changes in Accounting Principles
The Plan does not have any material changes in accounting principles and/or correction of errors in the reporting period. 

Cumulative Effect of Changes for the Implementation of CodificationB.
The  State  of  Michigan  has  not  yet  adopted  the  provisions  of  the  revised  manual  for  Health  Maintenance  Organization  (HMO).  HMOs  
including  Priority  Health  will  continue  to  follow  previous  statutory  accounting  practices  and  procedures  until  the  effective  date  of  
Codification, January 1, 2003.  The revised manual will change, to some extent, prescribed statutory accounting practices and will result in 
changes  to  the accounting practices that  Priority Health  uses to  prepare its  statutory-basis financial  statements.   The Plan will  continue to  
follow previous statutory accounting practices and procedures through the December 31, 2002 reporting date. 

3.      Business Combinations and Goodwill

Not ApplicableA.

On August 6, 1999, Northmed HMO merged with Priority Health.  Munson Healthcare and Healthshare, Inc upon merger owned 279 and B.
31 shares of Class B stock respectively.  In accordance with the merger document, additional Class B stock was transferred to Munson 
Healthcare (additional 192 shares) and Healthshare, Inc (additional 22 shares) as contingent consideration based upon covered lives and 
incremental  value realized in  the Northern Michigan region as of December 31,  2000.   From this transaction,  an additional  goodwill  
amount of  $597,416 was recorded.

Not ApplicableC.

4.        Discontinued Operations

The Plan has no Discontinued Operations to report.

Investments5.
Mortgage Loans --Not ApplicableA.
Debt Restructuring -- Not ApplicableB.
Reverse Mortgages -- Not ApplicableC.
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ANNUAL STATEMENT FOR THE YEAR 2002 OF THE Priority Health

NOTES TO FINANCIAL STATEMENTS
Loan-backed securities – D.

The company does not have securities purchased prior to January 1, 1994.1.
Prepayment assumptions for loan-backed and asset-backed securities were obtained from broker dealer survey including Bloomberg 2.

and Solomon Yield Book.
The Plan has applied retrospective adjustment methodology to these investments.3.

Repurchase Agreements -- Not ApplicableE.

6.     Joint Ventures, Partnerships and Limited Liability Companies

The Plan has no Joint Ventures, Partnerships, or Limited Liabilities Companies to Report.

7.     Investment Income

This note is Not Applicable to the Plan as no income due is past its due date. 

8.    Derivative Instruments

This note is Not Applicable to the Plan. 

9.    Income Taxes

The  Plan  is  exempt  from  federal  income  taxes  as  an  organization  described  under  Internal  Revenue  Code  Section  501(c)(4).  Therefore,  

income tax expense has not been recorded.  

10.    Information Concerning Parent, Subsidiaries, and Affiliates

A, B, C, D, E, F, G
The Plan has a management contract with Priority Health Managed Benefits, Inc. to provide certain management services. The management 

fee incurred by the Plan was $ 43,423,000 in 2002 and $35,180,000 in 2001, respectively.

Rental payments for operating leases are being paid by Priority Health Managed Benefits, Inc., an organization related to the Plan through 

common ownership, as part of the management contract.

Premium  revenues  recognized  from  related  organizations  were  approximately  $55,912,000  during  2002  and  $45,274,000  during  2001.  

Health care costs approximating $90,300,000 in 2002 and $83,823,000 in 2001 were provided to plan members by related organizations.

Amounts  due  from  affiliates  of  $ 2,671,000  at  December  31,  2002  and  $0  at  December  31,  2001,  represent  receivables  from  affiliated  

hospital providers and subsidiaries. Amounts due to affiliates of $2,405,000 at December 31, 2002 and $731,000 at December 31, 2001, are 

related to amounts owed under the management agreement and contractual obligations under provider participation agreements.

Of the Plan’s 10,524 outstanding shares of stock, 8,000 shares are owned by Spectrum Health Corporation, the controlling party of a multi-
facility hospital organization located in Grand Rapids, Michigan.

H--None
I---Investment in SCA does not meet criteria

 J -- None

11.   Debt

The Plan does not have Capital Notes nor any other type of debt, therefore, this note is Not Applicable.

12.   Retirement Plans,  Deferred Compensation,  Postemployment Benefits and Compensated Absences and Other Postretirement Benefit 
Plans

This note is Not Applicable to the Plan.

13. Capital and Surplus, Shareholder’s Dividend Restrictions, and Quasi-Reorganizations
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ANNUAL STATEMENT FOR THE YEAR 2002 OF THE Priority Health

NOTES TO FINANCIAL STATEMENTS

The Plan has 10,000--Class A and 60,000--Class B authorized shares of common stock. Of these shares, 10,524 are issued and outstanding 
(10,000--Class A, 524--Class B).  The Plan has no preferred stock outstanding.  All stock is non-dividend bearing.  
The remainder of this note’s disclosure is Not Applicable.

14.   Contingencies

The  Plan  has  committed  to  its  wholly  owned  subsidiary Priority  Health  Government  Programs,  Inc.,  additional  capital  as  needed  in  A.
order for this subsidiary to meet capital requirements as mandated by the regulating authority.

Assessments are likewise Not Applicable.B.
Gain Contingencies are Not Applicable.C.
All Other Contingencies are Not Applicable. D.

15.   Leases

Lessee Operating Lease  A.

In the course of business, The Plan does not enter into leases directly.   The Plan’s management company does lease office 1.
space,  office  equipment,  and  computer  hardware/software  under  various  operating  lease  agreements  that  expire  over  
various periods of time.  Rental expense for 2001 and 2002 was approximately $3,902,000, and $6,970,000, respectively.  
The  Plan  pays  the  management  company  for  the  fully  allocated  cost  for  these  leases  as  described  in  the  Management  
Agreement.

At January 1, 2003, the aggregate rental commitments of the Plan’s management company are as follows:2.

Year Ending December 31 Operating Leases

2003                         $2,825,0001.
2004 $2,743,0002.
2005 $2,549,0003.
2006 $1,372,0004.
2007 $1,177,0005.
Thereafter $2,356,0006.

The company is not involved in any sales--leaseback transactions.3.

B.  Lessor Leases  
 This note is Not Applicable to the Plan.

Information  About  Financial  Instruments  With  Off-Balance  Sheet  Risk  and  Financial  Instruments  With  Concentrations  of  Credit  16.
Risk

This note is Not Applicable to the Plan.

Sale, Transfer and Servicing of Financial Assets and Extinguishments of Liabilities17.

This note is Not Applicable to the Plan.

18.   Gain of Loss to the Reporting Entity from Uninsured A&H Plans and the Uninsured Portion of Partially Insured Plans

This note is Not Applicable to the Plan.

 19.    Direct Premium Written/Produced by Managing General Agents/Third Party Administrators

This note is Not Applicable to the Plan.
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ANNUAL STATEMENT FOR THE YEAR 2002 OF THE Priority Health

NOTES TO FINANCIAL STATEMENTS
  20.     September 11 Events    

No direct impact to the Plan’s operations has been recognized as a result of the September 11 events.

21.  Other Items

The Plan does not have Extraordinary Items, Troubled Debt Restructuring, or other items indicated as a requirement for disclosure.

22.    Events Subsequent
   

There are no subsequent events to report for the Plan.

23.     Reinsurance

A. Ceded Reinsurance Report
Section 1 - General Interrogatories

1.   No
  2.   No
Section 2 - Ceded Reinsurance Report - Part A

1.  No
   a. $0
   b. $0
2.  No

Section 3 - Ceded Reinsurance Report
1.  $0
2.  No

B. Uncollectible Reinsurance
The Plan has not written off any reinsurance balances during the reporting year.

C. Commutation of Ceded Reinsurance
This note does not apply to the Plan.

24.    Retrospectively Rated Contracts & Contracts Subject to Redetermination

This note is Not Applicable to the Plan.

25.   Change in Incurred Claims and Claim Adjustment Expenses

Adjustments to previously rendered claims reserve estimates are reflected in the statement of activities in the period in which the estimates 
are revised. Such reserve adjustments consist of restatements of claim estimates and release of any margin associated with these estimates.  
Reserve adjustments were favorable by approximately $9.4 million in 2002, reducing the prior year-end claim reserve estimates of $57.5 
million to $48.1 million.

26.   Intercompany Pooling Arrangements

This note is Not Applicable to the Plan.

27.   Structured Settlements

        This note is Not Applicable to the Plan.

28.    Health Care Receivables

As the State of Michigan has not formally adopted Codification to be effective at December 31, 2002, the required disclosures of SSAP  No. 
84 are not applicable at this time.  

A.   The  Plan’s  method  for  estimating  pharmacy  rebates  is  consistent  with  prior  years  and  relies  on  the  information  provided  by  the  
pharmacy rebates manager for  invoiced rebates as well  as the collection history of the invoiced amounts.   The Plan’s pharmacy rebates 
outstanding at December 31, 2002 is $8,180,305.
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ANNUAL STATEMENT FOR THE YEAR 2002 OF THE Priority Health

NOTES TO FINANCIAL STATEMENTS

B.   This note is Not Applicable to the Plan.

29.    Participating Policies

    This note is Not Applicable to the Plan.

30.    Premium Deficiency Reserves

    The Plan does not record premium deficiency reserves in its financial statements.

31.    Anticipated Salvage and Subrogation

The Plan does not estimate anticipated salvage and subrogation nor reduce any amount from its liability for unpaid claims or losses.
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ANNUAL STATEMENT FOR THE YEAR 2002 OF THE Priority Health

FIVE-YEAR HISTORICAL DATA
1

2002
2

2001
3

2000
4

1999
5

1998

  BALANCE SHEET ITEMS (Pages 2 and 3)

1. Total admitted assets (Page 2, Line 23) ������������ ������������ ������������ ����������� �����������

2. Total liabilities (Page 3, Line 18) ����������� ����������� ����������� ����������� �����������

3. Statutory surplus ����������� ����������� �� �� ��

4. Total capital and surplus (Page 3, Line 26) ����������� ����������� ����������� ����������� �����������

  INCOME STATEMENT ITEMS (Page 4)

5. Total revenues (Line 7) ������������ ������������ ������������ ������������ ������������

6. Total medical and hospital expenses (Line 17) ������������ ������������ ������������ ������������ ������������

7. Total administrative expenses (Line 19) ����������� ����������� ����������� ����������� �����������

8. Net underwriting gain (loss) (Line 22) ����������� ���������� ���������� ���������� �����������

9. Net investment gain (loss) (Line 25) ���������� ���������� ���������� ���������� ����������

10. Total other income (Lines 26 plus 27) �������� �������� �� �� ��

11. Net income (loss) (Line 30) ����������� ����������� ���������� ���������� �����������

  RISK - BASED CAPITAL ANALYSIS

12. Total adjusted capital ����������� ����������� ����������� ����������� �����������

13. Authorized control level risk-based capital ����������� ����������� ����������� ���������� ����������

  ENROLLMENT (Exhibit 2)

14. Total members at end of period  (Column 5, Line 7) �������� �������� �������� �������� ��������

15. Total member months (Column 6, Line 7) ���������� ���������� ���������� ���������� ����������

  OPERATING PERCENTAGE (Page 4)
  (Item divided by Page 4, sum of Line 2, 3 and 5)

16. Premiums earned (Line 2 plus 3) ������ ������ ������ ������ ������

17. Total medical and hospital (Line 17) ����� ����� ����� ����� �����

18. Total underwriting deductions (Line 21) ����� ����� ����� ����� ������

19. Total underwriting gain (loss) (Line 22) ���� ���� ���� ���� �����

  UNPAID CLAIMS ANALYSIS
  (U&I Exhibit, Part 2B)

20. Total claims incurred for prior years (Line 11, Col. 5) ����������� ����������� ����������� ����������� �����������

21. Estimated liability of unpaid claims – [prior year (Line 11, 
Col. 6)] ����������� ����������� ����������� ����������� �����������
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ANNUAL STATEMENT FOR THE YEAR 2002 OF THE Priority Health

FIVE-YEAR HISTORICAL DATA (Continued)
1

2002
2

2001
3

2000
4

1999
5

1998

  INVESTMENTS IN PARENT, SUBSIDIARIES AND 
AFFILIATES

22. Affiliated bonds (Sch. D Summary, Line 25, Col. 1) �� �� �� �� ��

23. Affiliated preferred stocks (Sch. D Summary, Line 39, 
Col. 1) �� �� �� �� ��

24. Affiliated common stocks (Sch. D Summary, Line 53, 
Col. 2) �� �� �� �� ��

25. Affiliated short-term investments (subtotal included in 
Sch. DA, Part 2, Col. 5, Line 11) �� �� �� �� ��

26. Affiliated mortgage loans on real estate �� �� �� ��

27. All other affiliated �� �� �� ��

28. Total of above Lines 22 to 27 �� �� �� �� ��
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